
--- .•

the LEC Price Cap Order. A ~EC t~a: ~as not able to achieve

higher productivity growth tha~ t~e Commissions standard ~o~:d

need a LFA in each year to achieve ~he 10,25% lower adjustment

level, after the LFA was reversed each year. Thus, Bell

Atlantic inadvertently shows in th:s chart that if the

Commission did not allow add-bacK It would impose a higher

productivity standard on underearn:ng LECs than it adopted in

the LEC Price Cap Order.

Bell Atlantic includes different productivity changes

in chart 1-4 to produce the same underlyinq rates of return as

in chart 1-3, before add-back, By includinq arbitrary and

unjustified productivity changes from year to year, Bell

Atlantic makes it impossible to compare the results solely due

to add-back vs. not adding back. ~his chart also implies a

higher productivity standard because, after add-back, the LFAs

in years 2, 3, 4, and 5 are lower than in year 1. Moreover,

8ell Atlantic's methodology makes it appear that the sharing

and LFA amounts are all attributable to year 1 when, in fact,

they reflect the cumulative effect of LFA amounts for each

year.

In charts 2-1 and 2-2, Bell Atlantic omits the

productivity changes, but it miscalculates the year 3, 4 and 5

revenues. Sell Atlantic reverses the year 2 LFA twice in year

3, which should show the same revenues as in year 2 plus half

the LFA amount for underearnings in year 2. These errors

affect the calculation of LFA amounts for all years 'after year

2. Chart 2-2, because of these errors, incorrectly shows that.

even with add-back, the LEC earns :ess than the 10.25\ minl~um



rate of return. However, as the:ommission demonstrated i:: ~:J.e

NPRM, add-back should allow an unde~earning LEC to earn up to,

but not more than, the lower adjustment amount of 10.25\ when

all other factors are held constant

Ameritech disputes the Commission's observation that

the failure to include add-back creates a "see-saw" effect on

earnings by presenting charts that allegedly show that, without

add-back, the rate of return "stabilizes naturally. ,,10 The

flaw in Ameritech's reasoning is that the rate of return

"stabilizes" too high. Based on a 14.25\ rate of return, aLEC

should earn 13.25\ after sharing 50\ of revenues between 12.25\

and 14.25\. Ameritech's exhibit shows that, without add-back,

the LEC's rate of return stays well above 13.25\ in years 3

through 6. The rate of return "stabilizes" (that is, the

see-saw effect becomes less pronounced over time) only because

sharing is limited to 50\ of a LEe s overearnings. This was

shown in the graph attached to the NTCs' initial comments in

this docket. For a LEC earning below the lower adjustment

level, the "see-saw" effect continues at the same magnitude

because the LFA is based on 100\ of the LEC's underearnings.

Ameritech also argues that add-back "pushes" aLEC

into the sharing zone in subsequent years even if it only

overearned in the first y~ar.l1 In Ameritech's example, a

LEe earns over 12.25 percent in the first year but not more

than 12.25\ in the second and subsequent years, without

10

11

Ameritech at p. 5 and Exhibit L

Ameritech at p. 6.
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add-back. With add-back, ~~eri:ecr. shows that the shar:hg

amount caused by year 1 throws :~.e LEe into shari~g for years 2

and 3. What Ameritech ignores :s ~hat the sharing obligation

in year 2 would be reversed in year 3 If the LEC earned

12.25\ in year 2 with sharing, bu: ~:thout add-back, it would

earn in excess of 12.25\ in year :hree after the sharing

reversal. Therefore, the see-saw effect would occur, and the

LEC would share the proper amount only every other year.

Add-back is the only way to properly calculate the LEC's

sharing obligation each year.

US West argues that add-back causes a LEC's calculated

rate of return to rise each year even when its underlying

operational results do not change 12 However, its analysis

conveniently assumes that the LEC 5 API is 10' below its PCI,

so that the LEC does not have to change its rates despite the

sharing adjustment to the PCI. Since sharing has no effect on

actual revenues in US West's example. it is impossible to

evaluate the effect of add-back. If the LEC's API were equal

to its PCI, its rate of return after add-back would be the same

each year. That is, if the LEC earned 14.25' in the first

year, its normalized earnings would be 14.25' in the second

year, after add-back of sharing revenues. This would produce

the same sharing amount in the th:rd year. The LEC's

underlying rate of return would remain at 14.25', and its

actual or booked rate of return would be 13.25', after sharing,

each year after the base year. Thus, add-back does"not inflate

12 US West at p. 8.



either the LECs underlying rate cf ret~rn or its reported rate

of return -- it simply ensures t~a: the rate of return for

purposes of computing a shar:ng :b~:gation is not artificially

reduced by the amount of sharing ::om the previous year.

Finally, Mcr objects that add-back (that is, removal)

of LFA revenues permanently excl~des LFA revenues from aLEC's

rate of return calculations. 13 MC: ~otes that if LFA

revenues due to underearnings in year 1 are removed from the

rate of return calculation in year 2 through a4d-back, the

revenues for both years are below actual billed revenues.

However, this does not in any way undermine the earnings

backstop mechanism. In effect, LFA revenues under add-back in

year 2 are treated as having been 'earned" in year 1. It only

appears that total billed revenues are not included in the rate

of return reports because the LEC does not retroactively change

its rate of return for year 1. If the revenues that were

removed from year 2 were included~n year 1, the LEC's earnings

for both years would be at the lower adjustment mark of

10.25\. This shows that add-back allows the LEe to recover

underearninqs in the previous year. and no more. The LFA

revenues must be removed from the rate of return report for

year 2 to properly calculate the LFA needed for year three to

maintain the 10.25' rate of return after reversal of the year 2

LEA. Without add-back, the LEe's rate of return would be below

10.25\ for the entire period.

13 Mer at pp. 8-9 and Table 1.



Thus, none of these ana~yses does anything to

undermine the Commission s demo~st~ation of the need to

normalize earnings by adding ~ac~ sharing and LFAs.

I I I. LOWER FORMULA ADJUSTMENT REVENUES MUST BE REMOVED FROM
EARNINGS TO COMPLY WITH THE PRICE CAP MINIMUM RATE OF
RETURN

MCI supports add-back of sharing amounts but not of

LFAs. MCI cannot have it both ways Add-back performs the

same function whether it is appU.ed to sharinc;"'or LFAs -- it

normalizes a LEC's rate of return for purposes of computing the

sharing obligation or LFA amount for the next period.

MCI complains that removal of LFA revenues excludes

revenues actually billed to customers. 14 Add-back of sharing

could be criticized on the same basis, because it includes

revenues that were not billed to customers during the current

reporting period. In both cases add-back simply removes the

effect of additional revenues (i~ ~he case of an LFA), or of

revenues that were not collected (in the case of sharing) in

the current period due to events that occurred during the prior

period.

MCl maintains that, under the previous rate of return

regulation, the Commission never allowed the LECs to exclude

revenues for purposes of computing their earnings. is This is

incorrect. Under the rule that the LECs must report "earned"

revenues during a reporting period., the LECs have always

.'

14

is
MCI at p. 6.

MCl at p. 11.



excluded revenues from backbilling (revenues collected in :~e

current period for services that Ne:e provided in a previous

period) from their reported earni~gs under both the rate of

return and price cap systems. LFAs are similar to backbilling

because they are "earned" in the previous period when the LEC

underearned, and because they do ~ot reflect the revenues that

the LEC would otherwise have collected during the reporting

period.

MCI also argues that the LECs never normalized rate

increases under the rate of return rule. 16 This is true only

because there were no out-of-period rate increases under the

previous automatic refund rule, WhlCh had no mechanism for

correcting underearnings in a previous period. Had the

automatic refund rule included a mechanism for rate increases

due to earnings in previous periods, the LECs would have been

required to report "earned" revenues by excluding those

revenues from the period in which they were received. This is

similar to the treatment of refunds Whether refunds are made

through credits paid directly to specific customers or through

prospective rate reductions, the LEes must normalize their

revenues in the same manner by adding-back the refunds to their

16 Id. Mer points out that the LECs did not normalize rate
increases due to midcourse corrections under the rate of
return regime. However, midcourse correction. were not
out of period events. Those rate increa.e. occurred
during the reporting period to re-tarqet earnirtql to the
authorized rate of return during the remainder of the
reporting period. Because they were not de.igned to
recover underearnings that occurred durinq previous
reportinq periods, there was no need to normalize the
revenues from those rate charges



rate of return reports. Far t~e s~~e reasons, it is irrelevar.:

whether a LEe receives out af pe::01 revenues in the farm of

backbilling or an LFA rate increase -- the LEC must still

exclude those revenues fram its ear~ings to report earned

revenues for the current reporting period.

MCI also criticizes add-back when applied to LFA

because it "guarantees" that a LEe ... ill earn at the lower

adjustment mark of 10.25\.17 MCr argues that the Commission

did not establish 10.25\ as the minimum rate of'return for

price cap LECs. 18 It notes that lnder the previous rate of

return regime, the LECs were required to refund overearninqs

but were not allowed to raise prices for underearnings. This

is true, and it is also why the automatic refund mechanism was

overturned in AT&T v. FCC. 19 The court found that a system

that automatically refunded overearninqs but provided no relief

for underearnings would, over time. drive a carrier's return

below the minimum level that the Commission had determined was

necessary for the carrier to stay ln business. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17

18

19

MCl at pp. 12-14. MCl does not object to the fact that
add-back "guarantees" that a LEC in the sharing mode will
not earn more than the maximum of 14.25'. While MCI's
self-interest in policies that will reduce rates is
understandable, the Commission must adopt a co~sistent

approach to add-back for both sharing and LFAs:

MCI at pp. 10-12.

American Tel. & Tel. Co. v. FCC, 836 F.2d 1386 (D.C. Clr
1988) .



along with a mechanism -- the :FA -- to provide relief for a

carrier that earned below :~e :ower .imit.

The Commission adopted :~e :ower adjustment mark based

on its unequivocal finding that a ~EC earning less than 10.25%

over an extended period of t:me WO'.1:d be unable to maintain

service. 20 By setting the lower :imit 100 basis points below

the authorized rate of return of 11 25\, the Commission gave

underearning LECs an incentive to improve their productivity,

without setting the lower limit so low as to endanger their

ability to remain in business. 21 MCI's issue is not with the

NPRM, which does nothing more than ensure that the LFA is

properly computed to bring earnings up to 10.25\, but with the

price cap system that the Commission adopted in 1990. These

arguments are irrelevant to the NPRM, and MCr should reserve

them for the Commission's upcoming review of the price cap

system.

The NPRM demonstrates that if LFA revenues are not

removed, an underearning LEC may earn at 10.25\ in some years,

but that the "see-saw" effect would ensure that the LEC would

underearn over an extended period. rhus, a failure to exclude

20

21

Se. LEC Price Cap Order at para. 148.

LEC Price Cap Order at paras. 164-65. Thus, Sell Atlantic
misses the point when it quotes the LEC Price Cap Order to
argue that the Commission rejected the notion that the
price cap system should guarantee the LECs that they will
achieve earnings at the full rate of return. Se. Bell
Atlantic at p. 3. The "full" level of the prescribed rate
of return is 11.25\. The backstop m.chanism that the
Commission adopted only increases LEC earnings up to
10.25\, in order to retain an incentive for increased
efficiency.
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LFA revenues wou:d clearly be i~co~s:stent with the

Commission's price cap backstop ~ec~anism for low earnings.

IV. SHARING DOES NOT HAVE TO BE EQUATED WITH REFUNDS TO
JUSTIFY ADD-BACK

Some of the commenters oppose add-back on the grounds

that the Commission is attempting to turn the price cap sharing

mechanism into a rate of return refund mechanism. 22 They

argue that refunds are backward-looking attempt~ to correct

past overearnings, while the price cap backstop mechanism is a

forward-looking effort to re-target earnings. 23 Some even

argue that add-back is prohibited because it constitutes

retroactive ratemaking. 24 These arguments miss the point.

Regardless of whether sharing is a refund mechanism or not,

normalization of a LEC's rate of return is necessary to

properly implement the policies t~at the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharing and LFAs are

quite clear. Sharing and LFA amounts are calculated based ~n

22

23

24

See, ~, GTE at p. 5.

See, ~, MCl at pp. 18-19.

See, ~, GTE at p. 5; Ameritech at pp. 2-3. Ameritech
misquotes the Commission's Price Cap Reconsideration Order
by making it appear that the Commission decided that
"Sharing is intended as a means of sharing prospective
productivity gains, and not a refund mechanism. II

Ameritech at p. 3. The lanquage it quotes is .• summary of
the comments of BellSouth in that proceeding, and it is
not a finding by the Commission. s•• Policy and Rules
Concerning Rates for Dominant Carriers, CC Docket No.
87-313, Order on Reconsideration, FCC 91-115, released
April 17, 1991, p. 50 n.148.



the base year, ~' past period, ~ate of return. The sharl~g

and LFA adjustments that are calcu:ated in this manner are ~ade

to the future period rates as a ene-time adjustment. Thus,

these adjustments are not designed to target future rates to a

particular rate of return; they are always calculated with

regard to past period earnings. :: is too late in the game for

a party to oppose this process or :0 characterize it as

retroactive ratemaking, since the period for petitions for

reconsideration of the price cap policies has 16ng passed. The

only issue at this point is whether add-back is necessary to

carry out those policies. The NPRM clearly demonstrates that

it is. Without add-back, a LEC's rate of return does not

reflect its underlying financial results, and it is impossible

to enforce the earnings limitations of 10.25\ on the low end

and 14.25\ on the high end.

V. THE NPRM CLARIFIES, RATHER THAN MODIFIES, THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

BellSouth disputes the Commission's characterization

of the NPRM as a clarification of the requirements of the price

cap rules, rather than as a rule change, and it argues that the

Commission cannot apply a rule change retroactively.25

25 See, ~' Bel1South at pp. 3-9. if! also AT&T at p. 6.
Bel1South also cites the NPRM for the proposition that
ratepayers would be harmed by retroactive application of
add-back because it would increase rates by $20 million.
BellSouth at p. 8. This is incorrect. SellSQQth cites
the Commission's calculations of the 1992 .haring and LFA
amounts, which do not represent the impact of add-back on
1993 sharing levels, which are affected by the LECs'
underlying 1993 rates of return. The NTC. calculate that
add-back would reduce nationwide acce•• rate. by over $20
million if applied to 1993 rates.



8ellSouth rests its case entirely :~ the technicalities of the

Form 492A report, and it does ~ct :efute the Commissions

findings that (1) the existing ru:es place the burden on the

LECs to calculate sharing amounts in accordance with the

Commission's sharing mechanism; and (2) the only way to

properly calculate a LEC's sharing obligation is to add back

the effects of sharing or LFAs fo: previous periods. Nor does

8ellSouth dispute the fact that the Commission retained the

Form 492 requirement that LECs repo~t earned (i'.e., normalized)

revenues. These requirements, WhlCh predate the NPRM,

effectively refute 8ellSouth's argument that the NPRM proposes

a retroactive rule change. Clear:y, the NPRM merely clarifies

the requirements of the Commission s price cap rules, and the

principles described in the NPRM apply with full force to the

issues in the pending investigation of the 1993 Annual Access

Tariffs.

8ellSouth is wrong in its analysis of how the revised

Form 492 requires the LECs to report their rates of return.

8ellSouth notes that the previous Form 492 report contained a

line 6 to itemize refunds in the base period, and that it

required the LEC to subtract this amount from the operating

income on line 3 to produce a "net return" on line 7. In the

revised Form 492A, the Commission retained a line for

FCC-ordered refunds (line 7) and it added a line for sharing

and LFA amounts (line 6), but it did not retain a final line

that would have required the LECs to add-back the sharinq/LFA

amount or the FCC-ordered refund amount to produce a "net



return" similar to the previous .. ::1e 7.
26 According to

BellSouth, this "makes it clear tt'at add-back' forms no part

of the rate of return calculations ~nder the LEC price cap

orders or rUles.,,27 This argument proves too much. If the

absence of a final line requiring the LECs to add-back

sharing/LFA amounts on line 6 were dispositive, then the same

would be true of the FCC-ordered ref~ds on line 7. Yet, even

Ameritech admits that the LECs must normalize their revenues on

line 1 by adding-back the FCC-ordered refunds on' line 7. 28

Thus, the fact that these items are broken out on lines 6 and 7

does not mean that the Commission changed its rules on

out-of-period adjustments. To the extent that sharing/LFA

amounts, FCC-ordered refunds, backbillings, and credits for

overbillings are calculated and applied with reference to past

periods, the effect of these items must be excluded from

"booked" revenues to show "earned" revenues on line 1. The

fact that the Commission modified the Form 492 to eliminate

separate calculations of the effect of refunds does not mean

that the Commission amended its normalization rule sub silentio.

Thus, the rule has always been that the LECs must

normalize their revenues for all out-of-period events,

includinq Iharing/LFA revenues. In addition, normalization

through add-back is implicit in the rules on the backstop

26

27

28

See BellSouth at pp. ~-6.

Id.

See Ameritech at p. 3.
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sharing and LFA mechanism. ~o cc~menter has provided any

evidence to the contrary.

VI. THE NYNEX TELEPHONE COMPANIES AGREE THAT THE COMMISSION
SHOULD ENHANCE THE INCENTIVES FOR THE LECs TO BECOME MORE
EFFICIENT BY ELIMINATING SHARING IN ITS REVIEW OF THE
PRICE CAP RULES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

h . . 1 . 29 W H h't e1r potent1a earn1ngs. e agree. owever.•. t at 1S

because add-back enforces the 14.25\ upper limit on earnings

that the Commission adopted in the LEC Price Cap Order. Such a

limit dampens the incentive of the LECs to take risks when

investing in the domestic network infrastructure because their

potential gains are limited. The price cap system already

protects ratepayers through the caps on price increases. There

is no need to engraft further "protections" by placing an

inflexible ceiling on the earnings that the LECs can achieve by

investing in the telecommunications network.

The way to encourage innovation and risk-taking is not

to re-interpret the Commission's existing rules on the backstop

mechanism by deciding that normalization never existed.

Rather. the Commission should amend its price cap rules to

eliminate sharing, which makes the issue of how to calculate

rates of return moot. For this reason, the NTCs support the

commenters that urge the Commission to eliminate sharing in the

upcoming review of the price cap rUles,30

29

30

See. ~, Pacific Companies at pp. 2-4; USTA at pp. 2-5.

See id.
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VII. CONCLUSION

For the foregoing reasor.s :he Commission should adopt

its proposed rule to clarify that the LECs should add-back the

effects of sharing and LFAs in calcu:ating their rates of

return for the backstop earnings ~echanism.

Respectfully submitted,

New York Telephone Company
and

New England Telephone and
Telegraph Company

BY:/:,gJj UJ<
d ard R. Wholl

Joseph Di Bella

120 Bloomingdale Road
White Plains, NY 10605
914/644-5637

Their Attorneys

Dated: September 1, 1993
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By the Commission:

I. 1NTR0DL"CnON AND StTMMAltY
1. Under the Commission's price cap plan. I local ex­

chan&e carrier's (LEeS) interstlte rite of return In one
year can be tbe "-51S for adjustments to that carrier's prtce
cap indexes in the followin, year. This rate of return
"backstop" is Intended to tailor the plan to the circum·
~tances of in4ividual LEu. wnile wurine th.t customers
~hare In productivity piM. In order 10 prescoe the effi·
clency incentives of price caps. this adJustment 10 lhe
Indexes applies only to the next yar's .110"''' I'Ites. and
only if the LEC's rate of mum falls outside. broad ranF
around lhe rate of return used to "-lin LEC price caps.
ll.:!S percent. The LEC &eneratly bqins to share half of its
earnlnp with customers beelnn,ne at a 1:~5 percent rate
of relurn: all arnlnp above 16.:!5 percent are returnee to
customers throueh lhlS adjusament. Similarly. at the low
end. if lhe LEC"s earnlnp fall below 10.~ percent. an
upward I4JjUStmenl In the price cap indexes is permitte&1 in

'rne follo.wlne ~ear

~. LEC prtce cap rates took effect on Janl&an l. l~l.

and lhe first applicallon of this sharinl and IO~ adJUSI­
menl mechanISm occurred in the annl&a' 1992 access tariff
fihnp. wluch were filed in April IQQ1 and look effecl on
luly L I~:_ LECs wuh races of return abov. l!.lS percent
l.1~rlnl I~l lowered theIr price cap Indexes by • totll of
516.8 million 10 shue arnlnp. I.ECs wnh rates of rerum
~low lO.1S percenl Increased lhelf ,ndexes by a total of
S%.b million.

I Amendmenl of P:an b'. Inlt"~1t ~lt of Rtlurn Prncrip'
!lon: Procedures and lwtelhodolQlIt' 10 E.51~Dlisl'l Reporuna Re·
qUlrements. CC Docktl No. lib- Uf. I FCC Reel ·~'2. ~50·3"7

(I-I.
1 {d. al Qflll·~l. Appendiz C.

! [n rhe annual 1Q03 access tariff filings. an ,ssue ~a:.

'" ,en as ~o how such shanng and lov.er en"" a\.lJu~(l'1enrS ~o

'ne price cap mdexes snould be reflectee In (ne rate or
return usee to aetermlne shanng and lower formula au.luSt o

r-1entS In the follOWing year. Some pnce ~ap LEC~ nave
proposed thaI the rale of return I.lSeI1 10 ,ompUle tnls 'lear 5

backStOp adjustments should Include the effects ot last
:vear 5 backstop ~dJUStment. ThIS approach wo~ld reduce
snanng amOunlS tlus ye~r for LECs who were subject to
snanng last year. However.. under rate of relum regulatiOn
we have reqUired LECs to ·'add·back" an adjUSlment ior
rale of return-based refunds from pnor penoos. .. ..1,l1d­
back.~ would also Increase lhe lower end adjustment. and
thus permit t\1lher rales. for LEes wl'lo received ttlal ad·
Juslmenl lasl year .

.l Our reVIew of the LEC price cap plan. and the rules
and orders Implementin, it. indicates to us lhat the
amounts of lhe backstop adjustments should probably nOl
be Included when computin, lhe rates of relurn used to
determine sharin, and Iewer end adjustments In lhe fOI­
101lline year. As we discuss below. we believe lhat "add­
back ~ IS more consIStent with lhe price cap plan as II was
aaopted. However. we rCCOJl'Lze lhat lhlS Issue was neither
expressly discussed in the LEC price cap orders nor clearly
addressed in our Rules. "Add-bac:k" abo poses implementa­
tion ISSUes th.t il may be usefuJ. to air ana resolve now lhat
lhe first lariffs raisiftl this issue are before us. Accordincly.
we are esIIbtishift' this docket 10 seek comment on lhe
tentative conclusion discussed below. and on proposed rule
cnanJCS. 10 Incorporate "add-back" clearly into lhe LEe
pnce cap rules.

U. DISCl.'SSION

Ar.. Add-kk In Rate or Return R..u....
5. Under race of return rqulllion. LECs refund

overarnlnp above lhe prescribed maximum allowable rale
of return. whether throu,n direct payments to customers.
rale reductions in a subsequent tariff filine period. or dam­
aps awardee afrer complaina. Because the rate of relurn
prescnpuon applies to a LEC's performance and rales
wuhln a specific monuortne perIod. we have reql.lired
LECs to lral refund p.ymenu; as adJustments 10 lhe peraod
In wnlcn the overearninp occurrec1. rather lhan to lhe
penod In which the refund u; paiU. I

b ThIS appro«h IS implemented by IncJudine 'J line·
Ilem on lhe rate of return monltonnl repon. Form ..Q!.
whlcn UlSplays the amount of refunds auoclateG Wllh pnor
enforcement penods.; The refunds are then "added back"
Into the total mums llsed to comfute the rate of return
for the cumtnt enfon:emenl penod. The nel rale of relurn
aher add·nlck IS lhen uH\1 to determine compliance with
the prescribed rale of relurn dunn, lhe new enforcement
penod. and to c:ompUl& tbe amount of any refund \lbhp­
flO" •

J Seellon b$.tlOO of Ihe Commission's Rules. J7 C.FR. Seellon
03.0l~.

• Secllon, b,.701j.{}) of Il'Ie Commission~ Rule~. • - C F R.
Sec t Ion oS 7110-4)).
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B. The Rate of Return Backstop In the LEC Price Cap
Plan

~ A pure prlce cap plan seeks [0 establish reasonable
rates bv capping prtces rather than profitS. For example. if':
our AT&T pnce cap plan maximum pnces are limited bv a
formula [hat adjusts the prtce cap Indexes (PCls) annualili
oased on It\flatlon and a productivity target. not the car'·
ners own costS. l The CommISSion was concerned. how·
e'tft'. UJal a pure pnce cap plan mleht produce unuuended
reSWIs as apphcc1 to ttl.e m&It1 rndlwtual LEes iUlCL their
varytn~ openuonai and ec:onomlc clrcumsrances.- For thlS
reason. dIa Comm.iss.lon lnciw1ed a rate ot return·based
backsrop mechanism in tne t..EC p"ce cap I7lan. The plan
retalnS productivity incentives b! aHowlnl LEe wrunp ro
vary wilhln a Wide range around the Initlai U-ZS perant
rate of return. Outslde tnat range. the Sharing and lower
formula aQJl.1S1ment apply to adJusl lhe pnce cap Inc1ex.·

B. We anliclpalec1 thaI the backslap woulc1 operale In
much the same way as rale ot return enforcement tor LECs
stili subject 10 rale ot relurn regulallon Rates of relurn
would continue to be calculated and reponec1 In essentially
the same manner'l Where we found that changes In Ihe
application of the rate ot return were appropriate. we
specifically adoptec1 them. These changes Incluc1ec1 the
W1Qer range ot earninp. Ihe exclu,sion of lhe LEe pnce
cap earnlnp thresholds from the rate at return
represcription process. and the deletion from earnlnp re­
portS ot information not needed ulUic the price cap p4an_~

9 We adopted' the sharing and lower eaci adjuslment
meChanisms both as rules anc1 prescnpllons. similar to the
prescription applied to rite of return carnen. 1A We al!O
made clear thaI we expected the mechanisms 10 enforce lhe
earnings lImlls we haQ adopted. In order to assure that
rales woulc1 remain wllhin a range ot reasonableness. alUi
that particular LECs could not retain unusually high earn­
Ings thaI were nOI necessarily lIec1 to increases in pro­
ductivity. Secuon blASlc1lC~) requITes that price cap LEu
'''shall make such lemporary exogenol.l5 cost changes as
may be necessary to reuuce Pcls to give full effect to any
~harlng of base perlod earninp required by the shanng
mechanism ..... Su aLso Section b1."SCdlC1Hvii).

C. The Add-Back Issue for the Price Cap B8ekslop
to Ou.r iniual re'"ew of the record does not Indicate

that any commenlers In the LEC Price Cap rulemaking or
tn lhe subsequenl reconSlueralion proceeding discussed Ihe
details of rate of return calculauons. or requested lhat we
eliminate aud·back from lhe rare of reUU&l calculauons ot
[he LEC prtce cap plan. In discuSSI.... and auopllng
changes In rale of rerurn monitoring aN1 reporung. we also
did nOI Indicale thaI lhe Idd-back provisIOns In Form ~q~.

which IS used to report returns. were ro be chanpd.

l Report and Orc.:r ;and Second Furthlr NOIICI of PropowG
Rul.m:lkln¥. ~ FCC Rcel ~i3. m1·J3 (paras. 1f1O·11~) (l~ij)

~,4T&T Pnct Cap O'c(UI: Err:tloUn. ~ FCC Rcd 337Q (l~ij).

Policy J,nd RuIn Concerrl.lnl R..1ln for Domlnan! Carners.
CC Docket ....0. IIi ·313. 5ecGftd RIpon OInd Oreler. S FCC Rc:el
n,'HO. /lI'IOI (11.jQ(1) (LEC P~r Cap ONi,,).

FQr. LEC)\IIho Ilect J, produC:II~l.!Y fXlor of J.J percent
dunnl the tariff yur. lllc 50 perunt sn:lrInl Obhptlon belln!>
for raul'r Of f'l!'!urn OIDovI 12.~ percent:" OInd 100 percent sharinl
bellns at lb.~ percenl. For LECs ...,ho elect Ille more chall.n."
Inl ~.3 pernnt produc:tlvlty faclor. 50 percent ,hartnl OIllns for
r:ltn of rlturn J,Dove 13.1~ percen!. OInc lOO percenl ~harln.

~e have also examInee rne e:'fec;;t aUu,"'ac." Jr.':

"'etteVe :har It contlf':ues ro be an aDDrODr~are anll r.ueec..
:rot'lao!v necessary component ot the oacx-'>lOD :::rsl 3S \l,e~
, ;C:hsed In the LEC P'la CoJp Orau. the prIce caD :J:3I1

"'te'1tJea ro create In<.:en[Jli"es tor DroduC:l~ It'- ~;O'" I"'.

~',anges In rate of retutn eaCh vear a~e used as a :neasure
;t prodUCtiVity growth relatlve to the pnce cap target T!1e

a:nountS at shanng or lower formula ad!uslmenr Imple·
""1ented It\ one year. nOwe"<ler. reiale to prOaUCtlVilV pertor·
-nance In a pnor ~ear Thus. unless add·back occurs. t!'le
fetallonsltlp between rate of return and prodUCtlvll\ rrt)Wfn

t'ecomes biW1eD. . ..

.:. Seconct. wtrhour add-back.. artIfiCial sWings It\ earn­
l:'lgs can occur. As lhe example In Appendix ..:.. illustrates.
t"le use of unadjUSted rates or return for ~ack.slOp calcula­
LO ns create a ."see-saw" effect on earnings. even If [he
carners operauonal performance was [he same each vear
ThIS can occur because lhe unadjl.l5ted rale of return effec·
tlvelli tJouble-eounts the amount of the baCkstop adJust­
rT'enr once In the base .Jear and then agaIn In the [anff
vear

l3 Third and most Important. add-back appears neces·
sary (0 the rite of return thresholds applred (0 determine
price cap LECs' sharJnI obliplIons anQ lower adjustment
rtght are those we intended. The price cap plan gives the
LECs substantial flexlbllily in their rales and earnlnp. to
encourap veater effi~len~y.. However. for the LEC) lhe
Commission established limits on ttlis flexibility and a
ran~ of reasortabteness tor LEC earnlnp. WithOUt ada­
back.. the double-eounun, of bacKslop ac1Justments could
effectLv~y permit earnLnp ul.USide lbe ranp of ceasonable·
ness ~ deslp'arec1. LEu woulu share less of lheir earnlnp
as they approach or exceed the high end of the ran~. and ,...
would receive smaller alJjl.l5tmenu whea. the" feU below the
low enc1 ot the ranp. In both cases. tlte' effective rate of
relurn over time cOlllc1 fall outSide the ra. of returns we
Judged to be reasonable. Rates of return woulc1 nOt be
Ilmlled to the 16.15 percent maximum we established for
LECs electing a 3.3 percent produCtlv1lV factor. nor \IIoulc1
earnings below 10.15 percent be adjusted upward to lO.~S
percenl. ThiS effect is illustraleu in [he examples In Appen-
diX A The examples also show that thIS discrepancy l.:oulc1
be ~ulte Significant. In the current annual access tariff
filings. use ot lhe unadjllSted rate of relurn for computing
thiS years backstop ~j&&ltmenu would permit rales of reo
[urn rhal would be on average 0.1 percenl hlcher a[ tne
upper enu. anQ 0.5 percent lower al the low end than the
aUjl.lJred rate of return. For incividual LECs. the effecl IS
often crearer sull. as much. as :.0 percent above and OQ
percent below the rale ot rerurn calculaled \IIlthout lhe
adJustment. 11 The ~d·back adjustment I:orrects these cJe­
lilatlOns and setS the bacKslop rate of return limlls at the
le~ls we selected in the LEC Pnc~ Cap Oni~'

belin, 011 17.2~ percenl. Th. lower formula adluslmenl rrmllns
~! lO.lS percenl In bolft c;ucs. LEe P'lct CilP O,dtr. 5 FCC RC4
:ll o7R7,~ (~ns. 7"10).
l LEC PrJct CilP O,d". S FCC Rcd ~[~32 IparOl. J-~)

" LEC Pner Cap O,ti". S FCC Red~' 0I'l2'7·JoI jp.1r:u. }31,~)

In .... EC P"er CilP O,d":ll /lI'I3n (p.1/:U. ~)J--lloI)

I ~or eumple. In lhl OInnu,)l 1~2 :lcc:ns tanff tilin¥.
Amentech QlculateG I ,tlarinl obliption of 'lie million Inc -
reduc:ecl ItS raIn on July l. IQQ~ 10 rtlurn thOl! o1mOun[ to ....
rJ,IIpaYln. Thus. "mlritlCft'S revlnun "",r. OIbout SQ I million
lower In IQQ2 thaI lhr ... woulc h:lve OlIn ,",Ilhout lnaflnll aur·
11'11 . ne 'lCcond h:llf 01 tn.e y,,)r. Amcrltech reporttd .t) rJtl of

•
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l" B~ reduclnl the range of earnings perml[[ed .lnde~

the backslop. however. add-bal:k. does red uce tne efficlencV
Incenuves. \o1oreover. 10 the elUent that the ,nanng and
lower enC adjustments under prtce caps are noc refunds. ,:
mIght be argued chal Ihe rale of relurn methOdology .l3ea
to define shartng obliplions and lower formula adjust·
ments should be based upon the returns achieved under
the rales actually charged dunng che base year

l5. Based upon our reVIew of thiS Issue. lIIe centallvely
conclude rhat the add-back. adJuslment shQuld conunue co
be part of the rate of return calculallons of LECs subject to
prtce caps. precedlnC chelr calculallons for pu.rposes of the
backstop sharIng and lower formula adjustments. We pro­
pose speCIfic rule language In AppendiX B to Implement
thiS centaUVe conclUSion. WI also request comments on
chiS tentallve conclUSion and olher mechaniSms to deal
IIIllh Ihe ISSUes we have discu.ssed.

D. Credit lor BelowoCap Ra&es
16. Use of add-back would present at least one further

Issue: whether a LEC that has set its rates below the price
cap indexes durinc the base year should receive credit for
Ihe amount between lIS PC! aD4 ilS API. or 1Ctua1 pnces.
In caicuiatinc Its sharlnc amounts. In a sense. the LEC hIS
alre~y pasMc1 IhroUCh some rate reductions by prlclnc
"elow the cap. AHowlft. cred.il for belo'll-eap rates would
encou,..p caJTlen 10 char,. lower. below<ap rates. Con­
versely. if the LEes low urnlnp in one year are In pan
the raull of its own aecislon to set ,..tes below the cap. Ihe
rationale for allowln. an upward adjustment In the cap the
next year would seem to be less penuaslve. Moreover. we
established Ihe alternative J.3 percent productivity factor as
an opllon for LECs who are willinl to make laraer u~

front rate cuts In exchange for reduced sharinl require­
ments. We did not SpeCify other adjustments to sharin.
oblipllons. and declined to adopt a plan that would have
automatically red,uced sharlnl basee upon the actual rates
sel by Ihe LEC. I. We reqUaI comment on whether LECs
~hould be given credit for below-eap rares In the price cap
hackStop mechanism anc1 how sucn a credit would be
calculateU

III. PROCl:Dt11U.L MAlTEItS
17 Rtgul4lorv Fltxlbllll.'1 ACl We cenlfy thac the Repla·

cory FlcxlbllllY Act of 1Q80 does 'not apply to thIS rule
maklnl proceedlnl because if Ihe proposed rule amend·
ments are promulpted. there will not be a silnificanl
economic Impact on a substantial number of small bUlilne~

enlllles. as dtflned by Sealon bOle) of the Relulatory
Flexlhllity Act. Local exc:han.. carrien sUbJCCt 10 price cap
relulallon. who would be aflilcttd by the propoMd rule
amendments. generally ant Iat.. corporations or affiliates
of such corporallons. The Secretary shall send a copy of
thiS "'lotlce of Proposed Rw. Makin&- lncludinl the cer-

return for IQQ2 31 12.711 pereant wilhoul add-blell. An add·back
~jllslmenl of Sq.l million. alonl wllh Ihe federal Income IU
efflct. wOllld ralw Amlrltech's rale of rllurn 10 12.QQ perclnt.
ThIS 11.2 perclnt difference In roUI of rllurn 'I/Ollid pnlrall an
.1oddluonal 53 million In sharlnl aoliplion dunnl thl KCIIII
year bellnnlnlon July I. IQQ3.

Con\lerwly. Conlll of Ihe Soulh. which had a 10.... end
3ajuslmenl In 140lQl of SJ million. reponed a r;lte of
relllrn before ada'baCk of PI.bJ percent In IQQ2. With

J

·:·,a[(' '. to tne Chief C\Junsel for -\.1\Ol:ac\ ,)f '~e S~3.

B~slnes-\dmlnIStralion In accordance IIoIC[', oaragraon
b: '3- J of cne Regulalorv Flexlolil[v .-\cr PUb L '-0
Q,... ,'. J .. Stal. ll~. 5 L'.Sc. Secllon'oO; ~I ua ,:08.1

3 L Jml!'ltl'll DaltS. Pursuant to applicable proc.:euures
se' fonr In SecllOns l.~15 and l ~lQ of [ne CUmmls3lOn ,
Rules .7 C.FR. Sections 1. .. 15 and 1.~lQ. Interested car­
tle5 rila\ file comments on or before AUIlISt 2. 199) 'and
re::ll~ comments on or before September 1. 1993 To file
fo~mall\ In ChiS proceealng. you mUSl file an onglnal and
fOJr COpies of all comments. reply comments. and ,uppon­
lng comments. If you want each Commissioner to receIve a
personal copy of your comments. you ~hould tile an angI­
nal !'II.lS nine copies. You shoula send commenls and replY
comments to Office of the SecretarY. Federal CommUnll:i­
tlons CommiSSion. WashingtOn. DC. :OS5~ Commencs
ana reply comments will be available for public Inspection
dun nl regular bllSiness hours In the FCC Reference Cen·
tef Room :30. 1919 M Street. N.W.• Washington. DC
:0554

. Q U Par~ RuUs • .'iOft-RtSlnClt4 Procudmg. ThiS IS a
non-restricted notice ana comment rulemaklnc proceeoing.
U ptUlt presentations are permitted. except outing the
SunshIne Agenda period. provided they are uasclosed as
pro"'lued In CommISSion Rules. Su gtttU4il.v ~i C.F.R.
Sections 1.l:02. 1.1203. ana 1.1ZOOCal.

For further information on thiS proceeciinc contact Dan
Grosh Tariff DIVision. (2021 632·o38i

~DERAL COM."CU NleATIONS COMMISSION

William F. Caton

~Ctlnl Secretary

idd·b:lck. ils adjusled 1W2 ~Ie of relum ...ould be ~.1~

percent. Uw of thl adjusled rate of. return In the 10'" rnd
adjll51mlnt would permil an add~lonal 51 million ,n 10'"

end adjustmenl for Contel in the (orthcomlnl x:cns _rar
lZ LEe 1'~6 Cq OrtUr. , FCC Red al bIIl3 l paras. Jj(.JIl) I
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o Consider the company whose earn~n9s are as shown celow,
which make. its refunds through a retund check each
Oecember 31

Revenue.
Expense.
Rate 8a.e
ROR
Retund
ROR with

Retund

Year 1

2,425
1,000

10,000
14.25

100

1:3.25

Year 2

2,425
1,000

10,000
14.25

100

13.25

'{ear 3

2,425
1,000

lO,OOO
14.25

100

13.25

Year 4

2..,425
1,000

10,000
14.25

100

l.J.25

o Contra.t this with the ettect on this •••• company with
a sharinq plan to i.ple.ent the retunds, but without an
add-back

Revenue.
Expen...
Rat. 8•••
ROR
S~incJ
to be re­
turned in
next year

Year 1

2,.42.5.
1,000

10,000
14.25

100

Year 2

2,3.25.­
1,000'

to,OOer­
13 .. 2..5'

50

Year 3

2,175­
1,000

10,000'
13.75

75

Year'.

%,3:5'0
1,000

10,000
13.50

62.50

Thi. company share. le.. and r.ports a ditterent
rate ot return each year, even thouqh its underly­
1nq costs did not chanqe

o Contrast this re.ult with the ~f.ec:t of inclw:Unq the
add-back

Revenu••
Expena••
Rat. a.••
ROR
Add-back
Roa with

Add-back
Sharinq

Ye.r I

2,425
1,000

10,000
14.25

o

14.25
100

Year 2

2,325
1,000

10,000
13.25

100

14.25
100

Y.ar 3

2,325
1,000

10,000
13.25

100

14 ..~
100

Year 4

2,325
1,000

10,000
13 .. 25

100

14 .. 25
100

o Thu. the co.p.ny which include. the add-back in it. rate
ot return computation has the .... rate ot r.turn and
return. the •••• ..ount of .Oft.y to rat.pay.r. a. the
cOllpany which aaxe. it. retund by a ch.ck.

4
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o Consider the company whose earninqs are as shown below,
which receives i t.s low-end ad just.ment throuqh a checx
each December 31

'lear 1 'lear 2 'lear 3 'lear 4

1,925
1,000

10,000
~.25

100

Revenues
Expenses
Rat.e Base
ROR
LowEnd Adj
ROR with

Adj 10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000­
9.25

100

10.25

o Contrast this with the ettect on this ....·co.p.ny with
an exoqenou••djustment to iapl..ent the low end adju.t­
mants, Dut without an add-back

Year 1 Year 2 Year J Y.ar·4

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

R.venue.
Expens••
Rate Ba••
ROa
Low End Adj
to be re­
qained in
next year

Thi. ca.pany receiv.. le.. low end .dju.tment
and report•• ditterent rate ot return each y.ar,
even thouqh ita underlyinq co.~·did not chanqe

o Contra.t th.1s r ••ult with the ettect ot includinq the
add-back

Year 1 Year 2 Year J Year 4

1,925
1,000

10,000
9.25

o

Revenu••
Expens••
Rate ....
ROa
Add-back
ROR with

Add-back
LowEnd Adj

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000

10,000
10.25
-100

9.25
100

2,025
1,000

10,000
10.25

-1-00

9.25
100

o Thu. the cO.pull which includ•• th. add-back 1n .it. rate
ot return co.putation ha. th. .... rate of return and
receiv•• the ......ount ot .on.y a. the ca.pany Which
rec.ive. its lov end adju.e.ent 1n a ch.ck.

4 _..... -. ~ .-. (" ,. -... ­....
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PToposed Rule Section

Part at of Tille ~; of lhe Co<ic of Federal Regulallons lS

Ilroposed 10 be amended as follows: 1. The aUlhOrtry
Cl~uon for ParT 0 I COnllnUeS 10 read as follows:

AL'TIIOIUTY: Sec. 4. 41 SIal. 1066. u amended: 47
t:S.C. 154. InterpnL'" appty sec. 103. 41 Stat. 1070: 47
t.:S.C. 203.

:. Section 6l.3(et is revised by adding the follOWIng
bracketed language: SeCtion 61.3 Definitions

(e) Base Period. The 1: monlh perrod ending SIX

months pnor 10 lhe effective date of annllal pnce cap
tariffs.. [Bue year or bue period earnlnp shall not tn­
clUde amounts associated -uh exogenous adjustments 10
Ihe PO for the sharrng or lower formula adJuslmenl
mechanisms. I

6


